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MORNING SESSION
(9:00am.)
MICHAEL KATZ: Good morning and
welcome. I'm Michad Katz. I'm the Antitrust
Divison's Deputy Assgtant Attorney Generd for
Economics. My colleagues and | are very glad
that you've joined us for what we expect will be
another interesting session of the hearings on
competition and intellectud property law and
policy in the knowledge based economy.
And if that weren't long enough,
this morning's session goes by the catchy title
Antitrust Andysis of Specific Intellectud
Property Licensng Practices: Bundling and
Tempord Extensions.
Thaose of you who davishly read

the webdite will notice that we dropped out
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grantbacks. We may touch upon that, but it's not
going to be the focus of what we're talking about
this morning.

Asyoure al aware, these hearings

are a cooperative effort. Andjoining mein

representing the agencies this morning are David
Scheffman, director of the Bureau of Economics at
the Federal Trade Commission, and Edward Polk,
an assgtant solicitor at the U.S. Patent and
Trademark Office. I'm delighted to be here
with them.
We're dso joined by adistinguished
pand of economic and legd expertswho are going
to address three sets of questions. Thefirst
st of questionsis going to ask how to treet IP
bundling such as package licenses.
Now, of course, tying and bundling
come up in many other contexts. An important
subgdiary question is whether the antitrust
trestment of intellectua property bundling

should differ from the analyss of other forms
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of bundling or the bundling of other forms of
property.

Specificdly, | hope thismorning's
panelists will address what features of
intelectud property are centrd to the andysis

and/or digtinguish intellectud property from

other forms of property.

The second st of questions concerns
temporal extensons. We will addressthe
question of whether, absent trade secret
concerns, are there circumstances under which
it's appropriate for licensng payments,
restrictions, or agreements not to compete to
extend beyond the life of the patents being
licensed.

And wélll also ask whether trade
secrets can judify extensions beyond the life
even if we think -- the paneligts think -- that
it may not be the case absent trade secrets.

Our third st of issuesisapracticad

one. Asfor amost any licensing practice,
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economic theories identify procompetitive and
anticompetitive effects. How can the courts dedl
with the complexity of the issues both to reach
the right answers and to give private parties
some &hility to predict how their licensng
practices will be treated?

Before we begin, | haveto go over a

few housekeeping details. For security reasons
if you're not a DOJ employee, you must be
escorted around the building.

Antitrugt Divison pardegds wearing
name tags highlighted in green, the oneswho
escorted you in, are available at the back of the
room to escort you out whether you want to leave
the building, go to the restroom, or go upgtairs
to the seventh floor which I'm told is where

you'll haveto go if you want your cell phone
to work.

Also, coffee, soda, weter, and
breakfast pastries are available in the back

of the room, and you are to fredy eat them
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without assstance from the pardegds. So this
morning's session is going to be a combination
of presentations and discussions.

WEell spend around two hours
discussing IP licensing, principdly bundling.
Then around 11:00 we're going to take a 15-minute
break and then come back for a 45-minute

discusson of methods used to extend the lives

10

of patents, finishing up the sesson around noon.
Around 1:30 these hearings will resume
with a sesson on how the agencies should resolve
uncertain or disputed patent rights in the
context of an antitrust investigation.
If you have any questionsin the
audience, please come up to me during the break
and hand the questionsto mein writing. Time
permitting | will pose the questions to the
paneligs.
Now let's turn to the presentations.
I'll provide only the briefest of introductions,

and | refer you to today's program for the more
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complete biographies of the pandigts that their
accomplishments merit.

Our first speaker is Gregory
Vigtnes. He'savice presdent at Charles
River Associates, Washington, D.C., where he
specidizesin the economic andlyss of antitrust
and competition issues.

He recently was the Deputy Director

for Antitrust in the FTC's Bureau of Economics,

11

and before that he was an assstant chief in the
Economic Analyss Group at the Antitrust
Divison. Greg will provide us with an overview
of some of the economic theories related to the
andyssof IPbunding. Greg?

GREGORY VISTNES: What I've been asked
to doisgive abrief overview of some of the
economic theories with repect to bundling.

And then what | want to doisin the
time that remains after covering the entire fied
of bundling in | think five minutes, istak

about why 1P markets are alittle bit specia
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and what is it about these theoriesthat are
potentidly unique or of specid interest in
thefield of intellectud property.

Let me sart out first by focusng
on what are sometimes caled the newer bundling
theories or conglomerate theories of bundling.
And in those, an article by Mike Whinston
certainly provides one of thefirst theories.
And I'll be focusing on what may be the most

commonly discussed variant of Whinston's modd.

12

What Whington does is he starts out
looking at a market with amonopolist in both
markets A and B. And the monopolist facesa
problem. The problem it facesisthat it expects
entry in one of these markets. Let'scdl it
market B. And it'strying to dissuade that
entry.

Now, one way it might try to dissuade

entry isto say, well, geg, if you comeinto

10 my market B, I'm going to set extraordinarily

11

aggressive prices and you'll make no money. The
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problem isthat's not a credible threat. And so
how does the monopolist respond?

One way it can do that is through
bundling. And intuition hereis by bundling one
of its monopoly products to the product in market
B, the one where entry is foreseen, in essence
what the monopolist doesis the bundle puts --
it creates a hostage type Situation for the
monopoligt.

In other words, in order to continue

sling its highly profitable product A where it

13

will remain amonopoligt, the bundle forces it
to continue making alot of sdesin market B.
So once entry takes place, the
only way it can continue to make those highly
profitable market A sdesisby setting avery
aggressve pricein market B. In essenceit's
committing itself in order to sl product A to
be very aggressive in product B.
Its asif the bundle for the

monopoligt, the monopolist is holding agun up



11

13

14

15

16

17

18

19

20

21

22

to its head and saying, Stop, don't enter or if
you do I'll shoot mysdlf. Andinthiscaseit's
acredible threat, and the entrant is actualy
afraid of entry because it knows of the high
price.

So what the bundling does hereis
it'salittle bit different from my of the other
theories in that the bundling isredly just a
means of achieving adifferent god, that is,
ameans to commit to aggressive pricing.

The second mode is the one by

Carlton & Wadman. And what they do islook at

14

amonopolist. But well leaveit an unnamed
monopolist in an operating systems market who
again faces some sort of entry.

And the entry it fears is competition
in the operating systems market. What they have
Isthe way that this entry is going to take place
isthey fear that abrowser is going to provide
compatibility between software and between a

future operating system.
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And the existing monopoaly is
sustainable absent a browser because the software
can't achieve compatibility with the competing
operaing system. So the solution to this
problem again is achieved through bundling.

And what the monopolist doesisit
introduces its own browser, bundles its operating
system to the browser, and by doing so it
essentidly -- it creates atype of chicken
and egg problem in which now with the bundled
browser, the new browser -- the entrant
browser -- cannot achieve compatibility with

the operating system.

15

That means that future software can't
achieve compatibility with ariva operating
sysem. And so again the bundling under this
theory -- and | know I'm running through this
awfully quickly -- but the bundling again
dissuades entry into the monopoly market.

Itsagan alittle bit different

from the earlier variants of bundling theory.
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But it's again directed at preventing entry into
the monopoly market.

The third classis models that are put
forth by Naebuff and these are alittle bit
different. Let mefirst of dl rather than
characterize Naebuff's modd isjust quickly
run through the results, and then I'll try to
get forth the intuitions on it.

And Nalebuff's basic premises or
basic results are that bundling can result in
lower prices. It can increase the profits of the
bundler but in fact reduce the profits of sngle
product rivals.

And hisreaults show that in fact with

16

multiproduct rivals, thefirg firm to bundleis
going to achieve higher profits, wheress if the
second firm follows suit and aso bundles, that
the profits of that firm actudly fdl.

Itsamodd in which bundling can
actudly result in extreordinarily aggressve

competition if dl firmsfollow through with the
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bundling. And it'saso aunique modd in that
it'samodd in which market power is not redly
aprerequisite to having any of the effects that
Naebuff finds.

And that redly isakey digtinction
with most of the other theories on bundling, is
the distinction about do you need market power.
Smple intuition in the Nalebuff modd you can
see with the classic pizza and beer markets.

And running quickly through it, if we
have four firms out there, two producers of besr,
two of pizza, it's there I'm taking into account
the externdities involved thet if Brutus -- firm
one -- lowersits price of pizzait induces

demand for beer. But he doesn't redly care

17

because he doesn't own the beer firms.
If you get the merger without
bundling, dl of a sudden when Brutus lowers
his price of pizza he redlizes that some of
that spillover demand goes to now his own beer

producer.



7 And so that'sagood thing. That

8 createstheincentive for lowering the price of

9 pizza Andthat'sacdassc diminaion of double
10 magindization. It'safarly dasscintuition

11  with mergers of complements.

12 Unfortunady this merged pizza-beer
13 firmisdill recognizing that athough when they
14  lowered the price of pizzait increases demand
15 for beer, some of which spills over to their own
16  beer production, it's al'so increasing the demand
17 for other firms beer.

18 And that's kind of afrudrating

19 reault. And so bundling achievesagod here of
20 basicdly assuring that dl of that spillover
21 demand from the lower price of pizzagoes

22 directly to its own beer producer.

18

1 It'sin effect saying that if you want

2 to benefit from the lower price of pizzayou need

w

to buy my beer. And so the bundling here can

N

cregte yet another incentive to lower the price.

5 Soit'samodd in which the bundliing
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creates what alot of folks other than Europeans
might cdl an efficdency from the bundling. Also
one of the effects of bundling isit can just
reduce demand overdl for what I've called firm
three and firm four.
And the intuition there is thet
once the bundle takes place a avery low price,
the only folks who are remaining interested in
purchasing ether the unbundled firm three pizza
or the unbundled firm four beer are those people
who care 0 little for the other product that
they are willing to forgo what isredly avery
good dedl on the bundled product.
So it causesin asense harm to the
competitors by reducing their overadl demand.
And the last point aout bundling is bundling

can in fact affect differentiation of competing

19

products.
Andwhat | have hereisjust a
ampleillugration that if you bundle together

two low qudity products and two high qudity
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products, you're in effect increasing the overall
differentiation between the competing products.
That increased differentiation can result in
higher prices.

Alterndtively, if you bundle together
ahigh and alow qudity pizza and beer and the
same thing with the other set, in essence your
bundled products become less differentiated than
they previoudy were. Soin that casethe
bundling can reduce differentiation and increase
compstition.

So now what's specia about 1P
markets? And one of the differences which has
been talked about is clearly there are more
efficiency judtifications or & least the
potentid for efficiency judtifications with
bundling, that there can often be the strong

complementarities that motivate the bundling and

20

1 dsoisuesof reducing double margindization.

2

Secondly, the questionis. Istherea

3 greater anticompetitive potentid from bundling?



10

11

13

14

15

16

17

18

19

20

21

22

1

2

And here | want to quickly discuss, firg of al,
there isa greater likelihood of market power in
markets with 1P bundling, the market power being
aprerequiste in most cases to having a bundling
or atying theory.

Also, isthere some notion that

what may sometimes be the transtory nature of

| P-based market power, does that somehow create

an incentive for bundling that might not
otherwise occur?

And lastly, are there grester
incentives to block entry in markets with 1P
power, as I'll say, mainly because of the nature
of costsin those types of markets?

So first with respect to IP and market
power, | think there's at least anotion that in
many cases the existence of intellectua property
may in asense convey some red market power.

Certainly with a patent, depending on

21

how strong or how broad the scope of the patent,

that may confer some redl market power. And if
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nothing else, does that 1P power then somehow at

least get you over the firgt hurdle of most
bundling theories?

Bundling theory says before we pass

go, you need to show market power. The IP may

provide that. You pass go and therefore, if
nothing else, get alittle more judtification
for concerns with bundling.

Cautioning however that this market
power isjust a necessary condition, not a
aufficient condition, you still need to go
through dl the other steps of assessing whether
or not these bundling theories gpply even once
you have market power.

| want to skip thislast point
about limited duration, just because | think
I'm brushing up againgt time congtraints, and
talk about the incentives to block entry.

And here the point is that with so

many -- with much of intellectud property --

22

1 thenature of intellectua property products
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are characterized by high fixed costs and low
variable costs or low margind costs.

And those industries are more subject
to when competition takes place for it to be very
vigorous, very fierce competition that diminates
much of the rents, again depending on how much
differentigtion is left.

So the issueisthat with IP markets
Is there a much stronger incentive to dissuade
entry because there's so much profit effect from
entry.

And smilarly, when entry takes place,
if that results in very vigorous competition, the
entrant may in fact not have that much incentive
for getting in in the firgt place because it
knows most of the profits will evaporate.

Those sorts of circumstances may lead
you in agStuation where even if bundling doesn't
have a big disncentive for the entrant, that the
effect isrdatively smdl, it may be enough to

in essence be the straw that breaks the camd's

23
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back.

There are huge incentives for the
incumbent to dissuade entry, and it may be
relaively easy to dissuade that entry in the
second place.

And many of those bundling theories
that | so rapidly went over arein fact focused
on exactly thisissue, trying to dissuade entry.
So that may be one reason why the bundling
theories are particularly relevant to some of
the IP markets.

Secondly, bundling to increase
differentiation again may be important. If
the bundling markets are otherwise relaively
undifferentiated, it goes back to the issue of
once entry takes place there's atremendous
amount of competition diminating mos of the
rents.

So if bundling can achieve the
increased differentiation, what | was trying to
get at with those pictures of the pizzaand the

beer, then the bundling may in fact be avery

24



10

11

12

13

14

15

16

17

18

19

20

21

vauable or avery important means by which firms
can try to maintain their profits.
So in conclusion the theories
associated with 1P with respect to bundling
are redlly the same theories that apply anywhere.
But the facts with intellectua property markets
arelikdly to be alittle bit different, and they
may judtify alittle bit more concern.
Thereis certainly gregter -- there
is certainly a scope for more potentid for
anticompetitive bundling for the reasons we
talked about. Theflip sdeiswhat we haven't
talked about -- there's probably likely to be
more scope for efficiencies.

It's going to make it different to
ultimately do the baancing. It'saso going to
make it important to distinguish whether or not
the bundling is motivated by efficiencies, or
dternativey if the efficencies are redly more
just acloak by which to get at some sort of a
per se argument on bundling.

And ladtly, just the caution that

25
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ultimately the andlys's needs to be fact
intensive rather than what sometimes seemsto be
the case of more theory intensve. Thank you.

(Applause)

MICHAEL KATZ: Thank you. And moving
right along given the schedule we have, our next
speaker is Jonathan Jacobson, a partner in the
antitrust practice group of Akin, Gump, Strauss,
Hauer & Feld. He has extensive experiencein
antitrust and commercid litigation and is
co-chair of thefirm's nationd antitrust
practice.

Jonathan | believe will provide an
overview of the current state of legal practice
and identify some difficulties that he seeswith
it. Jonathan?

JONATHAN JACOBSON: I'm going to
talk about the legd andlyds of tying and other
bundling issues. We're told by the Supreme Court
in the Jefferson Parish case that tying remains
illegd per se. The scope of the per seruleis

unclear.
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But certainly the Supreme Court has
told usthat tying remains a per s offense. If
tying redly wereillega per g, if the courts
uniformly applied aper serule, it would be
possible to counsd clients responsibly and
clients would have a generd idea of what they
can do and what they can't do.
The rule would be wrong for reasons
that well explore throughout the day today. But
at least clients would be able to understand what
they can and cannot do. Unfortunately the rules
aetotdly far from clear. Firg of dl, the
agencies do not apply aper serule. Some courts
do. Some courts don't.
We have a statute that appliesto
patents but not other forms of intellectud
property. Section 271(d) of the patent code
applies adifferent standard to patent misuse
defenses, and it's unclear whether that standard
extends to antitrust violaions arising out of
patent based tying as well.

History and economic andysistdl us



10

11

12

13

14

15

16

17

18

19

20

21

27

that tying can be quite harmful. | think the
greatest episode where tying was used to cause
enormous socia harm was back in the 1910s and
the 1920s during the period where the motion
picture trust having succeeded to the Edison
patents on the film projector basically required
everyone who was making amovie to join up with
them or ese they could not get therr films
projected and exhibited.

The result was an enduring monopoly
in the motion picture business, a series of
antitrust proceedings that extended for decades,
and problemsthat in the view of many have not
been solved since.

Certainly the Paramount decrees are
gill outstanding and are cresting somewhat of a
continued havoc in the motion picture industry
even today.

But the motion picture patents case
and other cases where tying has been shown to be
harmful aside, it certainly cannot be said that

tying isamog dways or dways harmful, which
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is the stlandard that the Supreme Court saysin
other contexts should be gpplied to determine
whether apracticeisillegal per se or not.

There are often, not dways, but
often strong efficiency judifications for tying
arrangements. And avery good explanation of
some of the efficiencies can be found in the
recent en banc decision of the D.C. Circuit in
the Microsoft case.

The lower courts have recognized this
and have found various ways of rebdling aganst
the per se rule, creating a number of splitson
very important issues. And I'm going to quickly
run through five of them.

First iswhether the 271(d) statute
eliminates the presumption of market power only
from misuse cases or whether it gppliesto
affirmative Sherman or Clayton Act cases aswell.
DOJand FTC say no. A number of courts say no.
But some courts including the Federd Circuit say

yes.



22 If 271(d) does not apply, isthere
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1 dill apresumption of market power from the

2 possession of apatent or copyright? Jefferson

3 Paishsaysyes. A number of casesincuding the
4 Sixth Circuit's decision in the Root case and the

5 Abbott Labs case from the Federa Circuit say no.
6 Another dispute: Can you assume

7 market power from the mere possession of a

8 copyright? We have afarly recent decison in

9 the MCA casefrom the Eleventh Circuit saying

10 that Loew's, the 1962 Supreme Court decision,
11 remansgood law.

12 We have the Root decision in the Sixth

13 Circuit saying -- thisis somewhat shocking to

14  hear aCourt of Appeds say flat out -- that the
15 Supreme Court was just wrong and we're not going
16 to obey what the Supreme Court hastold us.

17 Another unresolved issue is the extent

18 towhich evidence of judtification is admitted.

19 Theresaclear conflict inthe cases. The Ninth

20 Circuit saysthe judification isadmissble.



21 The Supreme Court has said no in afootnote in

22  Jefferson Parish, and a number of Circuit Courts
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1 havefollowed thet aswell.

2 Y et another unresolved issueis

3 whether anticompetitive effects more than sheer
4 volume need be shown in the tied product market.
5 Agan we have anumber of courts sayingit'sa
6 per seoffense. You don't have to show actua

7 harm to competition.

8 We have a number of cases going

9 exactly the opposite way. So we have clear

10 conflictsin the courts on five very important

11 issuesrdating to tying and bundling.

12 The result of thisis when the dlient

13 asksyou about what the rules are governing

14  bundling of intellectud property that you cannot
15 giveacdea answer. If theclient isaggressve
16 and wantsto take hisor her case up to the

17 Supreme Court, you can say absolutely, yes, go
18 ahead and doit.

19 Mogt clients are not quite that ready



20 to spend millions of dollars on legal fees. And
21 the advice to them hasto be the cautious advice

22 whichis, please, don't do it; therisk istoo

31

1 great.

2 How do we get these conflicts

3 fixed? Wdll, the best solution would be for

4  the Supreme Court to address a case involving
5 tying, involving intdlectud property tyingin

6 particular, and ded with these issues once and

7 fordl.

8 But the Supreme Court, particularly in

9 recent years, hastruly abdicated the antitrust
10 function. We have not seen the Supreme Court
11 grant cert. in an antitrust case in three years.
12 Thelast opportunity to take atying case was
13 Microsoft. That case was turned down.
14 The Digidyne case many years ago
15 gpawned dissent from adenia of certiorari by
16  Judtices Blackmun and White. But till we have
17 no answer from the Supreme Court. There are few

18 casesin the courts of gppedsthat are redly



19

20

21

10

11

12

13

14

15

16

17

eigible a this point for plenary Supreme Court
review.
And the prospect of a Supreme Court

solution at least in the near term hasto be

32

regarded as poor. The Microsoft case | think
would have been agood chanceto help. The
court in that case instead carved out a platform
software exception for the tying rule.
Now, if you read the opinion, it's
clear that the court's red problem was with the
per serulefor tying, with the andysis that the
Supreme Court had used in Jefferson Parish.
But rather than say we disagree and,

Supreme Court, you should fix the mess you've

made, the D.C. Circuit instead en banc carved out

anew exception, a platform software exception
for the per serulethat is questionable under
the Maricopa standard for per se andysis.
And in any event it makesit
difficult -- compounds the difficulty in giving

adviceto clients. There have been a number of



18

19

20

21

22

10

11

13

14

15

16

efforts over the yearsto get Congressto fix the
problem.
There were hearingsin 1996 with a

very clear satute that Smply said there shall

be no presumption of market power from possession
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of apatent or copyright, very clean, no
amendments. It Smply stated what people
believed to be correct law, correct economic
andydss. The hill never got out of committee.
Tad Lipsky, who's on the panel today, testified
in favor of it.

The Jugtice Department, who only a
year before had joined with the FTC inissuing
the 1995 guiddines which clearly say thet the

agencies will apply no presumption of market
power from possession of a patent or copyright,
nevertheess opposed the legidation on the
generd grounds that Justice opposes most
legidation, which is that, please, Congress,

say out of antitrust and let the courts fix

whatever messes they may have made.
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That's agenerd standard that has a
lot to commend it. But in this particular
instance we had a very clean datute that could
have helped the Stuation. In any event, it
wasn't passed. There have been hearings again in

November of thisyear in the House. There'sno

bill pending.
| think the odds on getting a
legidative fix to the problem are small. If
there is alegidative fix, one might speculate
what might get appended to such legidation and
whether that's something we redly want a the
end of the day.
So what's the good answer? | don't
think there isagood answer. The best solution
that | can propose particularly to the Department
of Justice and Federal Trade Commission isto
revive the amicus programs. Certainly Justice
and FTC have been very active in their amicus
programsin the past.

But actively seek out casesinvolving
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bundling. Actively seek out cases involving
intellectud property bundling in particular.
Getin at the Didrict Court level. Getin at
the Circuit Court level. Try to find a case that
can be taken up to the Supreme Court.

And | think that is the prospect that

holds out the most hope for addressing the legd
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problem that we face today. Thank you very much.

(Applause)

MICHAEL KATZ: Thank you, Jonathan.
Actualy without wanting to throw cold water on
that, | know wherever | go | dways carry a copy
of Jefferson Perish with me.

And in their concurrence, Justices
Brennan and Marshall actudly noted or pretty
strongly hinted that they thought the per se
treatment was a sllly way to go.

But they said, ook, that's what we've
done for years, Congress knows we do that; if
Congress wants to changeit, they will, and

therefore were going to keep doing it until
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we're told by Congress not to, so that's at least
two people's view on the division of labor
between them.

Let me start | guessin some sense
with aridiculous question, but that's the beauty
of being amoderator. Does anybody think that
Jefferson Parish provides a sound basis for the

treatment of tying? Do we have any defenders up
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on the pand?

JONATHAN JACOBSON: Let me say that

the per serule -- I'm probably one who thinks
that it's less insane than others. | think it
clearly creates far too many fase postives.

But the number of casesin which the
defendant or practitioner cannot devise ways of
achieving the same efficencies without tying is
rdaively samdl. So the number of truefdse

positives | think is not as egregious as most
people think.

Having sad that, the rule plainly

does not meet the standard for per se analysis,
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aways or dmaogt dways harmful to competition,
and therefore has little to commend it.
MICHAEL KATZ: Anybody else?
DAVID SIBLEY: Continuing in the same
vein when you say that tying shouldn't be per se,
you have to think about what the dterndiveis.
And one important eement of the
dternative is how difficult and subtle would the

andysis have to be in order to disentangle the
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effects of tying if you redly wanted to do a
rule of reason approach.
And | think the first presenter,
Dr. Vignes, gave usavery good idea that that
andysis might have to be very subtle indeed.
MICHAEL KATZ: Let meask aquestion
specificdly about IP. In Jefferson Parish it
talks about a presumption that if a patent has
been granted that that gives the market power and
raises concerns about tying and |P because the
market power isthere.

Something Greg Vistnes didn't touch
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on was the fact that low margina cost for
intellectuad property, even costs that could
be zero if you're adding more lineson aCD,
suggests that it could well be efficient just to
take everything and put it out there on abundle
any way just to avoid the transactions cost.

So | was wondering if people would
say alittle bit about do you think that these
problems are bigger problemsin IP or less

problems. Certainly economids, the firg thing
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they aways say about tying isitsamess. So
what about how is that mess relative to other
forms of property? Joe?

JOSEPH FARRELL: Wal, I think tying
and bundling is replete with confusion over two
questions. And dthough I'm sure Generd Katz is
not confused in his own mind, the way he put it
might confuse wesker minds.

On the one hand in the short run
datic andyss of demand theory it'susudly,

not dways, but usudly true that charging a
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lower margind price leads to better alocative
efficency.

On the other hand -- and you can do
some kinds of analyses of tying and bundling
aong those lines. And perhaps the pizza and
beer exampleisacasein point.

On the other hand | think it's crucia
when thinking about tying and bundling not to
stop with that level of analyss and to so ask
doesthis practice get in the way of someone who

isinterested in offering a better long run ded
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to consumers.

Now, one of the reasons I'm
Mr. Rule-Of-Reason and don't like per se
trestments of just about anything isthet | think
that'sthe key questionto ask. And [ think it's
very unhdpful usudly to use aword like tying
or bundling to describe a practice in coming up
with an answer to that question.

But | do think it's important to

dressthat just the fact that margina cost is
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low dthough it's certainly very relevant for
thinking about the effects of putting everything
out thereon aCD, | don't think it tells you the
answer right away.

MICHAEL KATZ: To summarize your
answer, not only do we have to ded with dl the
messness of tying, but we have to ded with all
the messiness of predation aswell.

JOSEPH FARRELL: Unfortunatdly, yes.

DAVID SCHEFMAN: I'm curious about
what the pandigts think on onething. If |

understood Jonathan right, he advanced the view
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that the current state of the law athough messy
and even moving to per se probably wouldn't
sacrifice alot in terms of efficenciesif |

understood you right. Isthat --

JONATHAN JACOBSON: | think there are

anumber of cases, and | think it'sthe vast
majority of cases where the efficiencies from
tying are rddively smdl.

| do believe, for example, let's
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take Microsoft, that dthough there are clearly
efficienciesin bundling the browser into the
operating system, what are the efficiencies on
precluding the use of dternative browsers
through arrangements with OEMSs, for example?
| think in that kind of context the
use of the per se rule dbeit wrong isnot as
harmful aswe might otherwise expect. There are
dternatives for Microsoft like telling -- like
not telling Dell don't bundle Netscape into your
startup screen.
Having sad that, the per serule

creates enormous cost in terms of firms without
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market power and with intellectua property
rights trying to figure out the best way to
exploit thoserights.

It can have asgnificant deterrent
effect on smdl firmstrying to enter a market
where metering-based pricing through atying
arrangement may be the best way to exploit the

intellectud property rights and achieve a



9 ggnificant pogtion in the market, where the

10 rule can be quite harmful.

11 So isthe world going to end if

12 Jefferson Parish is not overruled in the next ten
13 minutes? No. Should it be overruled as soon as
14 we can get acasethere? Yes.

15 GREGORY SIDAK: | wanted to make a
16 point about intellectud property being subject

17 tothetraditiond tying doctrines. | think that

18 an additiona economic factor that needsto be
19 congdered hereisthe greeter relative

20 difficulty under the separate product prong of

21 thetying test.

22 When you're looking at products that
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1 embody alot of intellectud property and may be
2 subject to continuing technologica innovetion or
3 4ill developing consumer tagtes, the very

4  definition of the product may not be particularly
5 fixed. It'seaser to tak about beer and pizza

6 being separate products.

7 But for some of these software
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products it may be harder. And | canimaginethe
same would be true of pharmaceuticds and some
other kinds of patented IP.

TAD LIPSKY: Just ashort addition
which actudly segues from the previous two, |
mean think about the implications of the last two
comments. What'sredly -- it'safact that
product scoping and combination decisons are
ubiquitous.

| mean do you buy thissingle serve or
six pack or inacase? Do you buy thisjust for
plastic cups or do you buy al your picnic
supplies? Thisisaubiquitous kind of decison.

And if you agree with what Greg said

and agree with what Jon Jacobson said about the
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potentid harmful effects of the tie-in doctrine
on alot of firmswithout any source of market
power, what you're redly saying isthat product
combination decisons like things that can be
characterized asties ought to be presumptively

lawful, that there ought to be a presumption that



7 the choice of the characteristics of your product

8 and the combinationsin which they are sold ought
9 to condtitute kind of afreefire zone where

10 antitrust andysis and the civil court system

11 doesn't even comeinto play.

12 And o | think | agree with the spirit

13 of both of these previous remarks, that the

14 principd harm from thetie-in rule arguably is

15 not that it's not the exact right anadlyssin

16 that exceedingly rare set of circumstances where
17 there might be a problem from tie-in.

18 Thered problem isthat theruleis

19 potentidly gpplicable to an enormous range of
20 harmless commercia decisons which nevertheless
21 tend to atract involvement with law enforcement

22 andthecivil justice system. And that can

1 impose an enormous cost and deadweight loss.

2 MICHAEL KATZ: We touched on a number
3 of issuesthat well kegp coming back to this

4 morning. Butin my role as moderator I'm going

5 tojust move us ahead blindly despite having a
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bunch of questions I'd like to ask now because
I'm sure we will come back to this.

Our next speaker is Gregory Sidak who
isthe F. K. Weyerhaeuser Fellow in Law and
Economics Emeritus a the American Enterprise
Ingtitute for Public Research and the president
and chief executive officer of Criterion
Economics LLC, an economic consulting firm based
in Washington, D.C.

| understand that Greg is going to
talk about some of the difficulties associated
with pricing. If you're going to say things have
to be unbundled, then you're going to have to
talk about what the prices are.

And | think he's going to draw on
some of his congderable experience in telecom

regulation to talk about what can happen when you
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try to do that.
GREGORY SIDAK: Thank you. | do want
to say something very briefly about ligbility

rules before going on to the pricing issues which
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| regard as more remedid in nature.

| think that part of the problem that
we observe in the gpplication of traditiond
tying doctrine to intellectua property isthat
it'sasquare peg in around hole because the
traditiona explanations for product bundling, as
Greg Vistnes was pointing out earlier, don't
necessarily fit some of these new kinds of
drategic behavior.

And | think that the Microsoft caseis
agood example of this. David Sibley'stheory
there of partial substitutes where products that
were once complements could change in their
relationship, a browser could become the basis
for an eventual subgtitute to an operating
sysem, isavery interesting idea.

Although | certainly have some

critical views of the Microsoft casg, | think
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1 that the partid substitute theory of liability

2

3

in abundling context is something that should

be taken serioudy and is probably the most



4 provocative theory for anew cause of actionin

5 antitrust Sncetheradng rivas cost

6 literature a decade or more earlier.

7 But that leads me to my next point.

8 If wewant to try to give some additiond flesh

9 tothat theory, | think there needs to be more
10 formd andyss by the economigts of how the
11 process occurs within consumer demand theory that
12 acomplement turnsinto a substitute.

13 And | think that's something that

14 wasn't 0 dearly articulated in the Microsoft

15 caseand something that | think would be useful
16 asamatter of academic research and policy

17 andyss

18 Having said that, let me turn to the

19 remedy issue. So much of the discussion of tying
20 issuesfocuses on whether thereis or isnot
21 liadility. But let's assume that you find

22 ligbility. Then whet?

a7

1 Presumably the rule againgt tying does

2 not mean that afirm cannot offer product A and
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product B in abundle. What | understand it to
mean istha product A, let's cdl it the tying
product, has to be offered separately from
product B.

But presumably the firm could il
offer the bundle under a different pricing
regime. Wdll, that then introduces the question:
What isthe price & which the unbundled version
of product A, the tying product, what's the price
a which it has to be offered in its unbundled
state?

Or to put it alittle bit differently,
if you unbundle A and B and you are now sdling A
separatdy, when is the unbundled price of A s0
high as to be unreasonable, asto be -- asto
defeat the whole purpose of finding liability or
maybe even give rise to a separate antitrust
cause of action?

Well, thisis a question thet the

Supreme Court and the Federd Communications
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1 Commission and anumber of the people on this
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pand to my right have spent alot of time
thinking abot.

And in the decison that came down

yesterday, Verizon Communications versus FCC, the

Supreme Court upheld the pricing rule that the

FCC adopted in 1996 caled TELRIC, whichis Total

Element Long Run Incrementa Cost.

Thisisarule that was gpplied to the
local telephone companies when they were required
under the telecom act to unbundle their networks.
Smplify the fects.

Suppose that the network consists of
just two pieces, the local loop that goes from
your home or office to the centrd office switch,
and then everything e se in the network, but we
can cdl tha the switch just for smplicity.

So the question was what is the price
that the incumbent must offer the unbundled loop
which isthe leest easily duplicated piecein the
network, to competitors for. Well, the TELRIC

gpproach was one of many different pricing rules

49
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being considered.

The other kinds of rulesthat are
commonly discussed in a multiproduct regulated
industry context are fully distributed cost
pricing, Ramsey pricing, something cdled
efficient component pricing, and more recently
there's been recommendations for using red
option theory to price access to networks.

The idea of long run incrementad cost
and the TELRIC rule was to figure out what that
piece of the network would cost to replicate
given an efficient design of the network at this
point in time looking forward, and not to focus
on historical cost.

So think about gpplying that in the
tying case. Suppose we do have a Situation
where ligbility isfound, particularly inan
intellectud property Stuation. And thetying
piece of intellectua property now hasto be
offered on an unbundled basis.

Wél, one gpproach to doing the

pricing is atop down gpproach where you take
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the bundled price and you subtract out the
incrementa cost of what wasthe tied product in
the bundle. And that would then give you an
avoided cost gpproach to caculating what the
unbundled price should be for product A.

Another approach -- and that approach
incidentaly iswhat's used to price wholesale
servicesin tdlecommunications. The other
gpproach is called the bottom up approach where
you say what is the long run incremental cost of

product A, the tying product.

And thisone, if you wereto follow
the approach that the FCC has used you would say,
well, we estimate that TELRIC and we -- and that
includes a comptitive return to capita, and we
include on top of that some contribution to the
recovery of common costs of this multiproduct
firm.

Now, in principle the bottom up
approach and the top down approach should get you
to the same answer, but in practice they may not.

And if they divergein practice then there will
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obvioudy be dtrategic decisions made by
litigants to advocate one gpproach or the other.

Typicdly the access seeker argues
under atop down approach that just subtracting
out the avoided cost of what had been the tied
product does not take into account that there are
monopoly rents being earned and it does not take
into account inefficiencies thet this incumbent
monopolist has been able to get away with.

On the other hand, the access
provider, in this case the firm owning the tying
product, would argue, well, there are actudly
additiond incrementa cogts of unbundling my
products. That may or may not be a persuasve
argument to make.

But particularly in the case of
intellectud property where you can add that
additiona piece of software to the CD-ROM at
very low cogt it may actualy be more costly to
disaggregate it.

Now, | think that if we Sart seeing a

number of casesinvolving intellectud property
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where there are findings of liability, the TELRIC
pricing approach is aslikely as any to be
adopted by an antitrust court because it has
gotten the stamp of approvad from the Supreme
Court as being a reasonable approach to the
pricing of unbundled dements.

And it seemsto me that an antitrust
court that has found that a firm has -- which has
been an unregulated monopolist if you will and

has been found to have violated the antitrust

laws, it seems to me that that court is going to

be very content to gpply a TELRIC model which has

been applied in aregulated industry context to a
firm that hasn't been found to have violated the
antitrust laws and has been subject to rate
regulation over a period of years and enjoyed a
gtatutory monopoly.

So | would guess that we will see
pricing controverses of this sort in the future
once -- if and when there are more findings of
ligbility in this context.

MICHAEL KATZ: Thank you.
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(Applause.)

MICHAEL KATZ: Our next spesker is Tad
Lipsky. Heisa partner in the Washington, D.C.
office of Latham & Watkins. 1981 to 1983 he
served as deputy assistant attorney genera
under William Baxter where he supervised the
preparation of the 1982 merger guidelines.

Tad isgoing to offer some insghts
for improving the litigation process and judiciad
decison making & home.

TAD LIPSKY: Thank you, Michad. And
| dso had the honor of shooting the nine no-nos
inthe head. Firg of al let me say whet a
great idea these hearings are, how honored | am
to be included.

And it isagreat pleasure to be here
with friends and colleagues. And Greg of course
isaformer sudent athough it's obvious he went
overboard in hitting the books after he took my
course 26 years ago or 28 years ago.

| dso want to say for the benefit of

the audience that if you picked up a copy of my
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remarks from the table on your way in, you might
be alittle confused. That wasthe just before
find verson. Thefina versonisavalable
now on the website.

And the reason it might be confusing
is| want to focus on an idea conveyed by the new
title of my remarks. Amateursin black. The
phrase actually comes from a speech that Justice
Steven Breyer gave to the American Association
for the Advancement of Science back a couple of
years ago.

And he's actudly quoting from Judge
Acker, but anyway, I'll explaindl that ina
minute. But | want to focus my remarks
completely on essentidly the third question that
Michad Katz posed at the beginning of these
hearings.

How can the courts dedl with the
complexity of the issues both to reach the right
answers and to give private parties some ability

to predict how their licensing practices will be
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treeted? The higtory of the evolution of the
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per serule, the tie-in doctrine, is very briefly
summarized in my written remarks,
Anybody who's interested in how we got
to the Stuation of having a per se rule will
want to read the origind scholarship by Ward
Bowman, both his 1957 Yde Law Journd article
and his 1973 book where the whole thing is traced
inlurid detail. The per se rule under antitrust
law actudly originates from patent cases.
But at some point the per serule that
had evolved to the point of the Internationa
Sdt casein the patent field jumped the tracks
in the Northern Pecific Rallway case s0 that the
source of power under the per se rule didn't need
to beintellectua property anymore. But in any
event, that's what we got.
But what | would like to do in my
remarksis assumethat al of the per serules
that have plagued the tie-in doctrine and the

intdlectud property areafor so many yearswill



21 eventudly be aandoned. And | think they will.

22 It's true that twenty years ago no
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1 lessan authority than Donad Turner was

N

referring to the per seruleontie-insas

3 'ridiculous’. Soif Donad Turner putsa

4 shoulder to the whed and we il can't get

5 anywhere, | suppose there might be grounds for
6 pessmism.

7 But I'm going to ignorethem. I'man

8 optimigt. And I think that eventudly the red

9 question will be how do we actudly analyze, how
10 dowe bring to bear the proper expertise to

11 evduate the procompetitive and anticompetitive
12 effectsof tying, bundling, exclusve grantbacks,
13 roydty terms-- royaty provisonsthat go

14 beyond the term of an intellectuad property

15 grant, al the other areas that have been subject
16 to per serulesether under antitrust or the

17 misuse doctrine.

18 Now, I'm sure that the antitrust

19 economigs on this pand and in this room will be



20 acutely aware that the Supreme Court hastotaly
21 revolutionized the process of evauating expert

22 tesimony in federd civil trids.
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1 There are four cases beginning with

2 acase cdled Daubert which | refer to asthe

3 Daubert quartet which basicdly completely

N

reversed the premises about the evauation of
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expert testimony.

6 It used to be the rule was that

\‘

testimony on a scientific question was subject to

8 theso-cdled generd acceptance test. But that

(o]

was totally changed by these four opinions

10 darting with Daubert in 1993.

11 Therule now isthat the federd tria

12 judge, the Digtrict Court judge must assume the
13 podgtion of gatekeeper and make an independent
14 evduation subject to review for abuse of

15 discretion of the rlevance, rdiability, and

16 fit of expert testimony.

17 And it has pretty much totaly

18 revolutionized the way that the presentation of



19

20

21

22

10

11

12

13

14

15

16

17

expert testimony goesin federd civil trids.
And | think one of the remarkable
things youll find is awhole series of decisons

in antitrust cases following Daubert that
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regject -- where atriad judge sometimes rgjects
testimony or an Appellate Court -- even more
embarrassing, an Appellate Court reversesa
decison to admit expert testimony.

And these courts are not afraid of
economic credentiadls. AsI've pointed out, alot
of the testimony has been regjected under the
Daubert rule in antitrust cases coming from
people who have tenured positions a leading
American universties. And acouple of them have
Nobd Prizesin economics.

So the courts are not shy about
exercisng thisdiscretion. But in addition
to these rulings -- | should dso say it'smy
persond opinion that the Daubert court was
actualy -- actudly had a precursor in antitrust

law, that the origins of the Daubert rule can be
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found in the decisons of the Supreme Court in

Matsushita and in Brooke Group versus Brown &

Williamson Tobacco.
Both cases hinged very criticaly --

well, completely in the case of Zenith Radio
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versus Matsushita and to a significant degreein
Brooke Group on the reliability and thefit to
the facts of expert testimony.

| don't have timeto go into that.
But | see Daubert asfdling very much into line
with atrend that was begun in the field of
antitrust.

So the Supreme Court, dl of those

Daubert decisons, nine-zero. The Supreme Court

was unanimous that federd trid judges, Didtrict
Courts need to conduct this independent
evauation.

If you go over the process by which
expert testimony is evauated in federd trid, |
think -- well, | wish | had time to support this

but | obvioudy don't. Thefederd trid courts
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| think need some incentive to improve the
quality control on expert testimony.

| think that is essentidly the
concern thet lies a the heart of the Daubert
quartet and the two predecessor rulings. Justice

Breyer has actudly given some public addresses
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on thissubject. He's spoken to the AAAS in what
arereferred to -- the title of my remarksis
taken from a quote from that.

And basically what Judtice Breyer is
doing is heis gppeding to various organizations
and indtitutions thet can evaluate the
capabilities of expert witnesses in the hope that
by cooperating with the courts and cooperating
with the sdlection of expertsin the civil
justice system, perhaps even by certifying

expertswhich | think essentidly iswhat he's
trying to propose, that the qudity of the expert
testimony can be improved.

And that isredly the focus of my

point. When we get to the business of actudly
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evauating the pro- and anticompetitive impact of
al these various patent licensing practices, we
are going to need indtitutions superior to those
that we have now to generate improvements in the
qudity of economic andyss.

And I've outlined some things that

I've thought of that might go in that direction
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somewhat aong the lines that Justice Breyer has
been suggesting in his public speeches and to
some extent o in his opinions.

The Nationd Academy of Sciences
does gppoint members in the category of economic
science. They are an extremely distinguished
group.

But the only stated criterion for
membership is distinguished and continuing

contributions to origind research, not very
specific from the standpoint of the objectives of
antitrust litigetion.

I've aso sort of poked and prodded

around the American Economic Association to see
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if they were interested in getting into the
business of determining qudifications for
experts who might be called upon to testify in
antitrust disputes.

They are not interested. The AEA is
extremdy sendtive to any activity that could be
characterized as creating a professiond barrier

to entry. And so they are not interested in this
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little project. That'sfine. But | think that
there are some other avenues.

There's of course the ahility to
gppoint an expert that every Digtrict Court has
under Rule 706(a). Perhaps the continued
implementation of the Daubert rule will lead to
more frequent resort to that rule.

There are other devices that have been
used, the use of a particularly skilled law clerk
asin Judge Wyzanski's rulings in the United Shoe
Machinery cases back in the 1950s where Carl
Kaysen was hislaw clerk, not avery happy

modd to use.
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In the Microsoft case Lawrence Lessig
was employed by thetrid court. | suppose the
jury is il out so to spesk on whether that was
agood idea or not.

But | redly -- my main point is that
we should be encouraging some -- we should find
some additiona new supporting ingtitution to
improve the qudity of the experts so that we

can better evaluate the pro- and anticompetitive
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effects for these practices when the per serule
isfinaly abandoned.

And let me just close with a quotation
from Justice Breyer which again is taken from
Judge Acker.

He saysthat unless and until there
iIsanationa register of experts on various
subjects and a method by which they can be fairly
compensated, the federal amateurs wearing black

robes -- by which he means of course the federa
trid judges -- will have to overlook their new

gatekeeping function lest they assumethe
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intolerable burden of becoming experts themsalves

in every discipline known to the physicd and

socid sciences and some as yet unknown but sure

to blossom.

MICHAEL KATZ: Thank you.

(Applause)

MICHAEL KATZ: Let'stakeafew
minutes for questions here and start with the
second presentation first and ask the pand to

what extent do they think that theré's actudly

some market mechanism that's going to start
working with experts.

People having Daubert motions brought
againg them successfully, certainly the legd
profession seems to keep track of who's been
Dauberted. Do you think that's going to Sart
affecting the behavior of experts? And will it
be agood effect?

TAD LIPSKY: | think it dready has.

But | would rather hear from other panelists on

the issue.



12 GREGORY SIDAK: I'm absolutely

13 podgtiveit has. 1've had one conversation with

14 afamous economist who was very concerned about

15 theimplications of one of the notorious Daubert
16 casesthat Tad wasdluding to.

17 And it redly changed the way he was
18 willing to delegate certain kinds of andyssin
19 acaseto support staff. So | think that that's
20 dealy oneimplication of it. But | think

21 therésalready been a market reaction to this.

22 And I'm not trying to make acommercid plug for

65

1 any consulting firm.

2 But | think the fact that many
3 academics who wind up being expert witnesses
4  dfiliate with afirm thet then has a brand name

5 andareputationthatisat risk. That isakind

6 of bonding mechanism that may berelied uponto a

7 gregter extent now as a certificate of qudity.

8 DAVID SCHEFFMAN: | think the

9 process-- having been an expert witnessalot --

10 that Daubert has been largdly very beneficid.
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And people are clearly aware and subject -- and
experts can assume that they are going to be
subject to Daubert chalenge no matter what their
credentials.

The credentiding issueisredly a
fdseissue, asyou can see from the Nobe Prize.
There's plenty of highly credentided people who
according to the judge's opinion didn't redly do
the necessary work to offer expert opinions. And
s0 their testimony should be rgected if that's
right. It'sredly what's more the content.

And | don't know away to get that
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other than the judge seeing what the experts are
putting forward and seeing that this guy who just
got on a case a month ago obvioudy couldn't have
done enough work to offer a reasoned opinion.
Obvioudy | think asyou know in
mogt antitrust issues there isn't metephysicd
certainty in economics. You're going to have a
hopefully good economist on each sde. And |

think that's beneficial rather than just having
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It's good to have someone bring in
what's redly the central content of an antitrust
case and have the fact finder wrestle with
different opinions. It is abenefit to the
system. And | think Daubert isworking well and
is affecting the process and it will work itsdlf
Out.

MICHAEL KATZ: Il just throw in my
own two cents worth. One thing that actudly
srikes me as a little peculiar about the entire
gatekeeper roleisthat it seemsto be saying

that the jury is not competent to eva uate what
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the expert is saying about the antitrust case,
which seems to me then raises afundamenta issue
of what it is the jurors are competent to do in
an antitrust case.
If they can't judge the truthfulness
of the central witness, that seems to me actudly
a sarious question whether they can do anything

useful. But let's move on to some other topics.
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JOSEPH FARRELL: Sorry. Can|l have--

MICHAEL KATZ: Sure.

JOSEPH FARRELL: I'djust say |
haven't followed thisissue closdly. But | have
read one or two of the Daubert opinions. And
in one case | was pretty unimpressed with the
judgge's reasoning behind excluding the witness
testimony.

So we shouldn't assume that thisis
going to be avery wdl functioning mechaniam if
it's mediated through penaty on being excluded
as opposed to careful consderation of what the
witness said and whether it made sense.

GREGORY SIDAK: | agree with that.
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| think that of the three well known cases that
I'm aware of, one of them was an egregious fse
positive.

MICHAEL KATZ: Let methengo
back to what Greg was saying about seeing the
possibility of TELRIC now being used in antitrust

cases as ensuring that understood bundling is
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redly taking place. The question | have -- this
may be aquestion for Greg or for Joe since he's
now the recognized authority on TELRIC.

You're alowed to gloat for one day
after the Supreme Court ruling, Joe. After that
you have to go back to being your modest self.
But the question iswhat would TELRIC mean for IP
or for software. | was wondering if either one
of you could say something about what that would
look like if that's the way these go.

GREGORY SIDAK: | think the first
factor that would be distinguishing isthe low
margind cost. Soif you'relooking at thelong
run incrementa cost of a piece of software,

you're getting pretty close to a price of zero.
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So obvioudy theres alot of thought
that hasto go into whether something being
added to that is monopoly rent or isit just
quasi-rent, areturn to the legitimate investment
in product development and innovation.

JOSEPH FARRELL: Wdll, let's see.
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9 thought | would prepare for today. | didn't
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redize that it wasn't achoice.

Firg of dl on the point Greg just
made, TELRIC is meant to be long run incrementd
cost which includes fixed costs. And so it would
be a mismplementation of TELRIC to not include
the development cost for the software.

But | don't want to make too much of
that because that might be heard as suggesting
that you could do thiswell. And I'djust like
to say the Telecommunications Act is not regular
antitrust law. | don't think anybody thought it
was. There'sareason it's a separate act.

It'skind of an emergency measure to
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de-monopolize an indudtry that is extraordinarily
difficult, extraordinarily difficult to
de-monopolize.

And when we talk about tying and

bundling policy in generd in antitrus, the god
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| think is not to try to remove the quas-rents
that afirm legitimatey hasin itsintelectud
or other property individualy.

It'sto try to do something about
possible clever strategies by which it can
increase those quasi-rents by tying things
together.

The god in the Telecommunications Act
was not to leave the Bells and other incumbent
LECs with the full monopoly or quasi-monaopoaly,
quas-rents from their facilities. And that's
part of what made it so difficult.

And it's part of the reason why as
the act said you have to have a cost based rather
than, for ingtance, top down or just structurd
remedy.

So it seemsto me -- | hope Greg is
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wrong. | hopetha TELRIC will not be generdly
goplied in antitrugt unbundling Stuations
because it seems to me that the

Telecommunications Act and TELRIC try to do quite



10

11

12

13

14

15

16

17

18

19

20

21

22

1

2

3

alot more than we should be trying to do in
antitrust unbundling cases.

MICHAEL KATZ: Joe, let me put you on
the spot. For one thing we talked earlier about
margind cost being zero.

And you said -- | took your answer to

be well that makes ared problem when you try to
use some sort of cost floor to judge whether the
behavior should be alowed under the antitrust
laws or not because you get afloor of

essentidly zero.

And | thought you were saying that

that was too shortsighted a view of what should
be allowed. You're saying, | think correctly,
that TEL RIC would be amessin the case of IP.
Do you think it's just a mistake to try to have
any sort of cost standard at dl? Or isthere an

dternative gpproach you would recommend?
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JOSEPH FARRELL: Inthecaseof IP
bundling you mean?

MICHAEL KATZ: Yes, right.



4 JOSEPH FARRELL: You know, this

5 issort of what | was going to say in any

6 presentation but we can speed up my presentation
7 if I sy it now. Just asapersond matter but |

8 suspect it might be applicable to other people

9 too, | don't know what goes on insde other

10 people's heads.

11 When | face an antitrust case | try to

12 ask how does this behavior or does this behavior
13 redly get in the way of rivas or potentid

14 rivdsoffering a better ded in the long run.

15 And from tha point onit really becomes

16 fundamentdly Stuationd and fact intensive.

17 And | persondly don't find it

18 terribly helpful to throw around abgtract terms

19 like bundling and tying. | find it'smore

20 helpful to ask suppose somebody wantsto comein
21 and offer a better product, or suppose ariva

22 wantsto cut price; how does this behavior or how
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1 doesthis gtructure get in the way.

2 So given that | find that initidly
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somewhat unhelpful, 1 don't find it easy at dl
to answer a question like should there be a cost
gandard involved in doing it. You'd redly have
to ask me & least about a particular set of
facts.

MICHAEL KATZ: Wel, let me do this.
Let metdl people who you are and then let you
talk about whatever you want for afew minutes
and well ask you some questions about what you
just said since getting you out of order -- for
those of you who don't dready know, Joe Farrell
isaProfessor of Economics at the University of
Cdifornia-Berkeley.

He's also the Chair of the Competition
Policy Center there and an Affiliate Professor of
Busness. Aswdl asbeing a coauthor of mine
and an academic colleague, he was one of my
recent -- or most recent -- predecessors as the
DAAG for Economics here at the Antitrust

Divison.
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He aso was my successor as chief



(oe]

10

11

12

13

14

15

16

17

18

19

20

21

22

economist a the FCC, which is where he had the
rolein TELRIC and leading up to yesterday's
Supreme Court decision. So Joe is going to offer
his thoughts, some additiona thoughts on the
economics of |P bundling and licensang and
whatever else he wants to speak about.
(Technica support discussion.)
MICHAEL KATZ: Apparently there was
some naturd order. Origindly David was smply
scheduled to go first. And | thought | would try
reversing the order between Joe and David, but
gpparently the technica gods do not want that to
happen. So if we can wéll have David go firg.
(Technica support discussion.)
MICHAEL KATZ: Whilethe overhead
projector is being set up, I'll introduce David
Sibley who currently holds the John Micheel
Stuart Centennid Professorship of Economics at
the University of Texasa Audtin.
He's served as an economic consultant

to both the U.S. Department of Justice and the
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Federd Trade Commisson. And | guesswell have

to ask him whether he's ever been a consultant

for the PTO. Anyway, we're delighted he's here.
And hewill discuss Stuationsin

which his andyssindicates that certain

unilaterd licensing practice terms can be

problemdtic. In particular something near and

dear to the hearts of al economists is whether

certain functions are concave or Convex.

DAVID SIBLEY: You've heard lots of
seasoned advice from other people. Here's some
of the unseasoned variety fromme. Thisisa
work in process with Smon Wilkie from Ca Tech.
For those of you who like to follow comings and
goings of economigsin Washington, Smonis
going to be the next chief economist at the FCC.

Now, clearly economigtstalk alot
about the economic effects of contracting
practices of one sort or another. But usudly
the emphasis redly is on what an optimadly
designed contract would be like or would people

enter in on acertain contract.
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I'll be talking about thet in away.
But my concern isredly more with having sgned
acontract, can folks get out of it efficiently.
So | guess| cdl this efficient withdrawa from
an | P contract.

Suppose we have two firms that are
consdering licenaing the current date of the
art from an IP holder knowing that a some future
date anew date of the art isgoing to arive
and there will be some P holder that has that.

Now, their choicesare; Don't
license the current state of the art; go on with
something kind of clunky and not very good and
wait for the new 1P to come aong and sign with
the new guy when he does come dong;

Or to sign a contract with the owner
of the current IP, and that contract might
perhaps exceed the length of time that it would
take for the new contract to arrive.

Now, if one does sign a contract with
the current 1P, then when the new one comes dong

alicensee might want to sort of get out of the

77
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old contract and then sign up with the new one.
Now, in away thisisa-- or should

be akind of classic IPissue. Economistsall

the time talk rather blithely about new

technologies coming dong, and of course people

sgn up with the new technology.

But there isn't much thought given

to how long that takes; does the process of
switching customers from the old one to the new
one happen in a particularly good way.

And that'sredly what my talk is
going to be about. Now, alot of contracts
whether they are IP or otherwise have abrogation
clauses. I'veread anumber.

And alot of them say that if you walk
from a contract -- in this case an | P contract --
you have to compensate the current |P holder for
the direct and indirect harm caused by your
withdrawing from the contract which in many cases
IS an unexceptiond sort of idea

But there may be casesin which that

leads to unexpected effects. Suppose, for
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example -- thisisthe only graph or anything in
the least mathematical.

Suppose that we have these two
licensees and each licensee produces output.
And there are some benefits that the current IP
holder gets depending on how many units of output
are produced with his particular technology.

So on this axis we have units of
output produced with the current IP. And on this

axis we have dollar benefits accruing to the
current IP holder. Now, the way I've drawn it,
this curve rises as you might expect.
That isthe larger the number of units
of output that embody the current IP owner's P,
the better off heis. This could be through
royaty payments, the ability to produce
complementary products, perhaps advertisng
revenues, dl kinds of things.

But notice the way I've drawn it it
risesat anincreasng rate. That isto say, as
extra units of output are produced using the IP

of the currently optimal 1P owner, the better off
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heisa anincreasing rate.

Now this could come about because of
scale economies for example, scale economies of
production or advertising scale economies or
there are lots of waysit could happen.

And asweéll seethisactudly gives
riseto aproblem. I'll come back to this.

Were going to assumeinitidly that two

licensees have signed contracts with the current
IP holder and then a newer and better 1P comes
aong.

And I'm aso going to suppose that
holding fixed the other licensee, either licensee
could profitably buy hisway out of the old
contract, i.e. pay off the current IP holder for
hislost benefit and switch some or dl of his
output to the new technology.

Now, one benchmark economists always
use and which to alarge extent isembodied in a
lot of antitrust principles as wdl is economic
efficiency.

And in this case economic efficiency
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would say that the two licensees would withdraw
output from the current 1P and go with the new
latest and greatest |P up to the point where the
margina benefit to them of withdrawing another
unit of output from the current suff to the new
suff equals the margind damage cost to the
current P owner.
Unfortunately for the efficient

functioning of this process the abrogation clause
that | went over a minute ago combined with these
economies of scale here gives rise to a problem.

Let's suppose that you are the first
IP -- or thefirst licenseeto try to in asense
buy you out of this contract. Well, thisisthe
benefit to the current IP owner of having both of
you guys sgned up with him.

Let's suppose that each licensee
produces 50 units. So the first one to withdraw
has to pay the difference between this point and
that point which isquitealot. Whereasthe

second one to withdraw only has to pay this much.
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Each licensee wants to be the last to exercise
the abrogation clause. Now, thisfact has some
conseguences.

Assuming that someone does sort of
test the waters, the first licensee to withdraw
as | just indicated pays quite a high price but
reduces the price that the second licensee has to
pay. Sothereéskind of apostive externdity
between licensees.

That is, the first one confers a
pogitive externdlity on the second one. However
total output withdrawn from the current 1P and
shifted into the new, latest, and greater IPis
less than the efficient benchmark level thet |
talked about earlier.

And furthermore, licensees wait too
long to do this. Now, I'm assuming here that
each licensee has a podtive rate of time
discount. So the efficient thing to do isiif

you're going to withdraw output do it right away.
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fact we have examples where they wait along
time. Now, thesefirst three bullet points are

in the case where both licensees Sgned up. So
they are sort of waiting each other out, not
wanting to go first because they would prefer to
go second and pay lessfor bailing out.

Thereault isthey wait along time.

There is another possible outcome to this
particular scenario which | didn't put on the
trangparency. And that is both guys don't sign
the contract.

Y ou could rationdly it turns out have
adgtuation in which one of the two licensees
doesn't sgn with the current IP. He just waits
for the new 1P to show up and then puts dl of
his output into that.

In that case the one who has signed
clearly will withdraw right away because theré's

no coordination problem then. But theré's ill
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1 new IPcomesaong.

2 And he only does that because of his

3 coordination problem that I've described. So

4 whether one licensee signs the contract or both
5 licensees sign the contract, theres ill an

6 economic cost.

7 Now, some implications here.

8 Long-term contracts can be particularly

9 excusonary if the owner of the current IP

10 enjoyseconomies of scdein theway that I've
11 suggested here.

12 And the exclusion doesn't necessarily

13 come about because of nefarious acts by the owner
14 of thelP. 1t smply comes about because of the
15 interaction of this @rogation clause which is

16 quite acommon one and the presence of scae
17 economies.

18 The current IP owner doesn't actudly
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have to do anything to make it difficult for
people to switch from his technology to the new
onewhen it comesadong. The coordination

problem does that for him.

Now, when new technology arrives,
the coordination problem meansthat alicensee
doesn't buy hisway out of the current IP even if
it were theoreticaly possble for athird party
who would say, Farrell, you go first and,

Mr. Polk, you go second or sort of bresk the
coordination problem that way.

Even if thingswould work out fine
with athird party refereeing who goesfirg,
that doesn't happen here because of the

individua coordination problem.

Now, if the current IP owner operates
under congtant returns where that diagram that |
went through sort of just goes up like astraight
line, then we don't have aproblem. People
withdraw the right amount from the current IP,

put it into the new IP, and they do it
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right away.

Now, I've tried to think about other
ways of designing abrogation clauses that
wouldn't give rise to these problems or wouldn't

create other problems. And it's actudly not
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that easy to do.
A littlelater oninthetak | may be
talking about a paper by Aghion and Bolton which
isavery different paper but it involves an
abrogation clause which isaliquidated damages
clause.
That isto say, you dont redly have
to pay the current IP owner in my setting the
exact cogt to him if you're withdrawing output.
You just pay afixed amount, liquidated damages.
Now, if that's the way contracts |00k,
that would get around al these problems.
However, if you've read the Aghion and Bolton
paper, it may giveriseto other ones, i.e. the
ones that Aghion and Bolton talked about.

So | guessthat'sdl I'll say except
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to re-emphasize that what makes the party go is
the abrogation clause itsdlf, not that the [P --
current IP owner is doing anything bad.

And I'll dso | mention | guess that
snce Michad Katz mentioned concavity aswel as

convexity thet if the diagram showed decreasing
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returnsto scale for areason | haven't yet -- |
haven't yet come up with agood story for why
that would be true.
But if it did, then everything happens
at theright time, but it turns out then too much
of what's withdrawn from the contract, because
you aways want to befirst. Okay. Thanks.
That'sit.
MICHAEL KATZ: Thank you.
(Applause)
MICHAEL KATZ: | think dl thethings
| said about Joe Farrell's identity are il
true to the best of my knowledge. So teke it
away, Joe.

JOSEPH FARRELL: It'snot my fancy
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background to do the PowerPoint I'm happy to tell
you. Therewego. All right. Bundling, asl
sad earlier, isin some sense about two
questions. And it'simportant not to confuse
them.
In the case of intellectua property

bundling, it seemsto me that the second question
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takes on adightly different, perhaps very
different dant from what it does in generic
industries.

So the comptitive analysis of
bundling is partly aout how bundling affects
users -- buyers -- willingness to go without
the product, in other words, how it affects
demand.

And in that part of the andysisyou
think about the pro-efficiency benefits of
reducing the margind price towards margind
cost. And you perhaps dso think about the
effects on pricing decisons of exigting firms of

having the bundling.
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And that relates to the pizza and
beer example, for example, that Greg Vistnes
described. So sort of the generic econ one
dternaive to buying the bundled productsis you
don't buy the bundled products, you, the
consumer.

So the second part -- now that's

interesting and it's worth thinking abouit.
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And it'sreevant certainly for the antitrust
andyds. Butit's not centrd to the antitrust
andysis| think, if I can make that digtinction.
What | think is more antitrugt-like
and aso at least as relevant to the antitrust
andyssiswhat effect doesthis practice
have on somebody else, an exidting rivd or a
potentia entrant who might be interested inin
some way in offering a better ded.
And can bundling be a barrier to
entry? Can it causerivasto exit? Canit
cause rivasto raise their price and thus reduce

their willingnessif not their ability to offer a
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better dedl?

So in ageneric bundling andlysisit
seemsto me -- and I'm tregting tying at the same
time as bundling here -- you have to ask that
fundamenta question. Well, of course that's
true here too.

But theré's a particular version
of that which | don't think has avery close

pardld dthough it has some pardld in the
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generic case.

And that is chdlenging the
intdlectud property. So is chdlenge specific
to intellectua property? It ssemslikeit.
Usudly in abundling or tying anadlyss you don't
think about a competitor coming along and saying,
well, youre sdling that pizza but it's actudly
not your pizza.

So I'm going to talk more, much more
later today about incentives for chalenge. But
what | want to do right now isjust point out

that the analysis of tying or bundling needs to
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dedl with both the demand side effect and the
competitive effect.

And one of the big competitive effects
in 1P bundling is going to be chdlenge. So now
what about attaching -- by which | mean tying
and/or bundling -- intellectud property to
intellectud property or other goods?

I'm not going to say anything very
substantive here partly because, as| sad

ealier, | don't think my brain works that way in
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this coming up with observations in response to
these abstract nouns, but also partly because of
time,

But | think it iswidely believed that
putting together these productsis apt to affect
private incentives to chalengethe IP. And I'll
talk about that right now. Yes I'll takina
moment and then more later today about whether
that's actualy going to be true.

But what | want to do now isto just

rase very briefly athorny issuewhichisina
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conventiona analysis we have some idea -- we
have a pretty good idea actualy -- what the
correct incentive, economicaly correct incentive
as Professor Sibley would put it, the
economicaly efficient incentive is to enter and
compete againgt an existing product.

And you can ask isthat incentive
affected by the bundling or the tying. Inthe
case of chdlenging intdlectud property, it's
not so clear at dl | think what the economically

efficient incentive to chdlenge is.
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There are obvioudy effectsin
this market from a successful chalenge to
intellectual property. If wewant to be hard
nosed about it and say you've got to look in this
market, well, the effects are rather dramatic and
positive.

Namely, you get rid of the mark-up
atributable to the intellectud property. But
that's obvioudy not a very good analys's because

the effect of chalenging the IP is partly that
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you reduce potential innovators expectations
of how much they might collect from IPin
the future,

So dthough there's the usua question
of do you use a consumer surplus standard or
total surplus standard, you dso | think haveto
look &t the intellectua property incentives
effects of profits.

Let me skip over that one and just
talk alittle bit about a couple of examples.
There are potentid profit gains and market power

gans from attaching intdllectud property to
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something structurd thet can give you long
lasting market power. Let mejust mention a
couple of examples.

In the telephone industry one of the
things that happened early in the industry was
the Bell System took the patent which was
primarily on the handsets, what non-phoneheads
cdl phones, the things that Sit on your desk.

And when that patent expired it looked
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like they were not going to have any market power
to speak of anymore because other people could
produce these handsets in a pretty smilar kind
of way.

And what happened instead was that the
Bell System effectively atached, physicaly
attached these handsets to a network of wiring.
And of course anetwork of wiring is amarket
asset much less susceptible to rapid, small
scae, and easy chdlenge.

It'sthe original network effect. In
the case of Star Pagination it's not so clear

that you can physicaly distinguish the two
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goods.

But it s;emsto be what's going on
thereis you have some intellectud property,
namely on arather arbitrary system of page
numbering, and it getsin some sense hooked up
with the network effects of attorneys wanting a
common system to refer to legal documents.

And so0 the intellectua property
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becomes more valuable by being incorporated in
this network product. Soisdl thisa problem?
Widl, clearly in those examples, and
| think in many others, structurd festuresin
the market are amplifying the rewards to the
intellectud property and amplifying the short
run or ex post harm to consumers from the
intellectud property.
If you think about the foundations of
intellectud property policy you redize that
what you're saying is that in some circumstances
based on market structure festures you're giving
much more market power if you like asareward to

the innovation than in other circumstances.
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Will, isthat good or bad? Economic
theory answers with aresounding yes. Itisgood
or bad. There may be some presumption there if
you have a particularly big amplification where
the network effects are alot bigger than the
network independent increase in vaue. But then

theres a problem.
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vaue from having the superior product available
holding fixed network effects, so comparing the
world versus a but-for world in which you have
the same network but with the less developed
technology.

That | cal V. V canbealot less
than the full reward to implementing your IP and
thus gaining control of a network industry which
| refer toasV plus N where N isthe value of
the network effects themselves.

And this possible presumption that |
refer toin the last line but one is the idea

that if N isalot bigger than V then therésa
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competitive problem here, that the market power
attributable to the innovation is not
commensurate with V but is perhaps alot bigger
than V.

That doesn't tell uswhat to do. It

certainly doesn't tell usin what circumstances a
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feasible unbundling policy isgoing to be the
answer to what to do. But | think it does pose
averson of the question. Tha'sit.
(Applause)
MICHAEL KATZ: Actudly, Joe, let's
gart with a somewhat technica question.
Y our lagt point you were making about the
amplification of the returnsto 1P because of
variousfirst mover advantages, what about the
counterargument that says, look, if V issmdl,
then the rivals ought to be able to do something
like just lower their prices.
Is there some other way of offering
vaue? And bascaly the point is, sure, someone
ends up being the dominant network, but they had

to compete to get there.
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And s0 you need to have atheory that
explanswhy asmdl changein acertain part of
the technology early on changes the entire path
of the industry, and not only that but the rents

over thelife of the industry change
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dramaticaly. Inalot of casesit wouldn't
actualy work.

JOSEPH FARRELL: In some casesit
wouldn't work that way. That'sright. Actudly
let me put in aplug, not for my own work here,
but for the journd that | used to edit. Inthe
Journd of Industrial Economics, 1992, Professor
Katz and Professor Shapiro published a paper,
"Product Introduction with Network
Externdities”

And buried in the gppendix to that
paper and apparently unknown asfar as| can tell
to both of its authors &t this late date isthe
answer to that question.

And it turns out thet if you do a
sophidticated, sublime, perfect andysis of this

question, if the qudity differenceislarge
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enough that the superior technology will Hill
win even after losing one day's or one cohort's
or one generation's adoption, okay, and that may

be alarge threshold or a smdl threshold
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depending on how big acohort is.

If the qudity differenceisthat big
and that may be quite smdl, then the superior
technology in effect doesn't have to fight for
itswin. That is, the rentsit getsinclude the
network benefit.

On the other hand, if you have a
smdler qudity difference then what Professor
Katz, 2002, saidisright. And the network
benefit gets disspated from the sdller's point
of view or trandferred to consumers through the
ex ante competition.

MICHAEL KATZ: Whileyou're correcting
my economics, I'll correct your grammar. |
believe what's there is not the answer. It'san
answer. It wasin the appendix for areason.

Let me ask Professor Shley. You

talked about the implications of your andyss.
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If you could talk about the antitrust

implications of your andyss or the policy

implications as you see them. | guessI'd ask
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about two partsto that as well.
Oneisyou were taking about if
| undergtand correctly Stuations where these
problems could arise in some sense innocently
because the -- | take it the way you had it, if
one thought about intent it was thet the licensor
just sad, look, | want to interndize these
effects, I'm being harmed if people pull off; I'm
trying to interndize it, and lead to
coordination problem, being completely innocent.
Certainly theré's dso the possibility
that absent the underlying economies of scale or
any sort of technologica reason you just say,
look, I'm going to have abig pendty for pulling
off because | want to try to lock peoplein. |
was wondering if you could address each of those
Stuations.
DAVID SIBLEY: Sure. | don't want

whether thisexigts, but there is the possbility
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1 that the current IP owner might have said the

2 firg guy to leave hasto buy me anew toaster or
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some sort of pendty to being the first oneto
leave.
| suppose it's -- this represents
thinking beyond what I've done. But in a court
Setting one might find that claimed economies of
scale were sort of clamed basicdly to create
this coordination problem and in fact may be
rather dight.
It could also be the case that perhaps
if we wanted to look for possble mdignant
intent by the owner he might do things which
would creste those economies of scale whose only
intent would be to create this particular
coordination problem.
Apart from a particular wrinkle on
exit from contracts that | was talking about
today, | should point out that alot of contracts
I've read do have other disincentives to people
leaving.

For example, if you werelicensing a
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technology to someone and you said that the basic
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license rate is $10 billion a unit but I'm going
to give you a discount so that after the discount
you'l only have to pay atenth of acent per
unit, but of course if you abrogate the contract
then retroactively we apply the origind price.
So that would be creating a huge sunk cost to
exiting the contract.

MICHAEL KATZ: Would you seethere
being an antitrust prohibition of something where
someone had a contract that, say, reflected the
economies of scae so they redly are just
charging the margind lossto them?

DAVID SBLEY: | think | would only
see an antitrugt prohibition if | could think of
an abrogation clause that wouldn't giveriseto

this problem and was otherwise a good one.

MICHAEL KATZ: Joe, you wanted to say

something.
JOSEPH FARRELL: Maybe thisgetsto
that. Y ou said you had done some thinking about

potentid other ways to do abrogation. Inthe
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model you described | think the abrogation
pendty was caculated asif the second licensee
was hot going to abrogeate.

But thenin fact hedid. So you might
think that would solveit. Actudly | wonder
whether that actudly could make it worseif the
effect of -- true effect of the first abrogation
isthat both partiesleave. Sotheninacausd
sensethe firgt party should pay the whole, not
just the big half.

DAVID SIBLEY: There arethese
externdities between licenses. And actudly in
the modeling I'm assuming that if you -- | think
| said this, that if you dictated who was going
to go firg, they would both find it privately
rationd to bail the old contract.

It'ssmply that because of this
coordination problem if you leave it -- let them
do it in adecentraized way -- they won't do it
very efficiently. You could dso get rid of this
amply by having a dictator, sSomeone saying you

go first or never mind the contracts, here's what

102
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you pay.

MICHAEL KATZ: | have another question

for Joe. Joeisayoung man. He hasnot learned
the lesson in life that one shouldn't mess with
the moderator. So, Joe, I'll ask you a question.

It seems like you have enunciated an
antitrust principle today or a policy basiswhich
isif you see something you dont like then well

do something about it, but you're not going to
tell anybody in advance what thet is.

S0 let me ask how people would advise
ther dlientsin that world. And obvioudy the
serious question is you have identified some of
the problems that have this sort of cost based
rule that clearly has a problem.

Y ou've talked about how it makes alot
more sense to look at the specific facts, to have
awelfare standard, to ask does the practice harm
welfare or not.

But the serious issue as you know of
courseisif things are that fact intensve and

that detailed, isthere any way for the parties

103



10

11

13

14

15

16

17

18

19

20

21

to predict what the outcome of say a Justice
Department andysis would be? How will they know
what they can and can't try doing?

JOSEPH FARRELL: Yes. | think ther€'s
no redlly good answer to that. The best answer
| can giveisfor corporate counsel or outsde
counsdl not to ask, well, are you tying; are you
not tying; isthis price below cost or above
cost.

But to ask why are you doing this,
what are the efficiencies, are there other ways
to achieve the efficiencies; do you expect it to
block competition.

And for the advice to be based on the
counsdl's good -- excuse me -- on the client's
good faith answers to those questions rather than
on answers to what might be perhaps more
mechanica questions but less rdevant questions.

MICHAEL KATZ: Jonathan, could you add
something?

JONATHAN JACOBSON: | think Justice

Brandeis actudly addressed thisin the hearings
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that led to the Clayton Act and the FTC Act. And
bascaly what he said isif you want me to tell
you wherethelineis, | can't tell you wherethe
lineis

| can tell you how close you might
approach the line so that you can be safe. And
the red policy quettion that raisesiswhat is
the efficiency loss between what is safe and
where the ultimate lineis.

It's my -- this goes back to the
question that David asked earlier. 1t'smy sense
that at least in the case of bundling practices
the degree of efficiency loss from not being able
to tie as opposed to achieving the business
objectives through some other means israther
limited. It'sred.

It's particularly red in the case of

the IP presumption where were presuming market

power for people that redly just don't have any
aal.
But in generd if you follow the

Brandeis gpproach in the tying context you will
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not lose an awful lot of efficiency. You're not
going to be able to tdl wherethelineis. But
that's not as serious a problem as you may think.
MICHAEL KATZ: Greg Vignes?
GREGORY VISTNES: | just want to
follow up on what Joe was saying. | think
thereés-- it'salittle bit of astrange thing
for an economigt to be saying.
But | think Joe's approach to
assessing bundling problemsis actudly avery
good onein that it'salot easier to tell from
how afirm is operating what their intent is.
Arethey redly pursuing bundling to
help themsdves to make themsel ves more efficient
competitors or isit more directed a harming the
rivas? | think afirm itsdf will often have
avery good fed asto what thisbundling is
motivated or directed at.
And in practice asfar as, well, we
have alot of economic theories;, we can try to
impart them; we can try to tell doesthe

theory work.
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In practice what I've often seenis
that the, quote, theory behind acaseisredly
driven by the facts that the folks in the agency,
perhaps more the attorneys than the economigts,
are going to be looking at the documents.

The documents and the interviews, all
this non-, quote, pure economic evidence will be
reflecting the intent of the parties. And if the
antitrust agencies see the intent of causng harm
to therivas, | think nine out of ten times they
will find atheory to buttress that sort of

intent type story.

It may not be avery rigorous economic
theory. But | think it'satheory that will make
the attorneys sufficiently comfortable to often
take that to court or at least Sgnificantly get
in the affairs of the parties and make them wish

they had never doneit.

DAVID SCHEFMAN: Let merespond to

that. 1 think we clearly need more clarity on

what Greg just said. 1'd add the predicate as |
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would pursue that sort of case on aper se --
smply per se basis.
They would think that they had a
bona fide monopoly and a bona fide theory of
anticompetitive effects. And then intent
evidenceis certainly of some relevance.
Jonathan, I'm curious when you talked
about counseling you didn't talk about who were
the likely plaintiffs here. Bringing an
antitrust caseis very expengive.

So | presume one of the discussonsis
who would be likely to mount an effort to sue us,
and isn't that -- doesn't that to some extent
cure the problem. That is, if you are not
forcing or you are not excluding in an overt way,
you're probably not going to get sued.

Now, there are instances certainly of
those others where you are going to get sued
where per seisinappropriate. But doesn't that

question solve alot of the problem or not?
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JONATHAN JACOBSON: Absolutely.

Absolutdly. The rules on antitrust injury and
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gtanding limit the st of plaintiffsin the
outset. The number of cases where the federal
agencies get involved is very limited.

Unless you'e deding with avery high
profile technology or you're redly stupid, you
are not going to get into federd agency
difficulty on most counsdling Stuations.

And the likelihood of getting sued is
farly smal. Soyou can befairly aggressve.
On the other hand, given the Sate of the law
today you just can't advise aclient that has an
intellectua property right thet it's okay to tie
with a patent or copyright. It'sjust too
dangerous.

TAD LIPSKY: And bear in mind | think
that the practical impact of these rulesis not
necessxily fet grictly in the counsding
Stuation.

| think the unfortunate aspect, the
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infringement suit.

And the question is not in the open
fiddd would you expect a Department of Justice
complaint for this conduct or would you expect a
private complaint attacking this conduct.

The question isto what degree are you
willing to put your intellectud property at risk
with the notorious overbreadth of the misuse
doctrine where your misuse does not necessarily

have to be in connection with the behavior that
you're chalenging in your infringement suit.

And the pendty for misuseisyoure
completely deprived of any ability to enforce
your intellectud property.

Andit'sjust afact that for aslong
as| have been alawyer it's per se mapractice
to fail to advise aclient who is congdering an

intellectud property infringement suit thet he
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must be prepared to litigate any manner of crazy
antitrust or misuse counterclam -- or misuse
defense.

MICHAEL KATZ: Let meask you a
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question about it. | certainly agree with what
youre saying. | havein fact beeninvolvedin
litigation where that's exactly what happened.
It involved package licenang.

But dl of thet said, it ssemslike
package licenses are actudly fairly common. And
S0 it seemslike companiesin fact are not being
deterred from engaging in that form of bundling.
| was wondering if you could sort of respond
to that.

JONATHAN JACOBSON: Michad, | think
you'l find that package licenses are extremdy
common, but the offer isnot an dl or nothing
offer which will take the dient out of the tying
Studtion, an dement of the offense being
coercion.

So | think most package licensng
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contexts, at least that have been advised by
counsd, involve an dternative other than the
package license. Now, that invariably in aclose
case will get you into the issues that Greg was

talking about earlier, you know, what's the
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price.
But one way to package licenses and
not get immediately hauled into Federa Didrict
Court isto make sure there's an dternative
available
MICHAEL KATZ: Asyou were saying you
immediatdly get into ingtead of sayingitsa
coercive package you hear that it's a coercive
pricing. And you get in these endless debates
about whether there are redlitic dternatives
or not.
JONATHAN JACOBSON: Yes, but the
courts have redlly closed the door pretty much
al theway on those clams, and the number of
clams of that nature that succeed are small.

They are very difficult to pursue. And the
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safety net for the client is reasonably tight.
MICHAEL KATZ: So does that suggest in

fect for intellectud property that bundling is

in abig safe harbor and aslong as you're

careful to haveit dl redigtic looking or

reasonable, whatever word one wantsto put to it,
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for the individud prices that then you're home
free?

JONATHAN JACOBSON: Maybe not dl the
way, but it o raises the point of what's the
efficiency in redly indgting thet the entire
package be taken as opposed to offering the
ability to take lesser included of the entire
package.

TAD LIPSKY: Thisisacomment and
aso aquestion for Jon. For many years| think
the key precedent on this bundled pricing issue
has been -- for plaintiffs anyway -- the
SmithKline casein the Third Circuit which now
that 3M LePage's-- | think it issubject to a

petition for rehearing -- | can't remember
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whether it has been granted. So are you redly
as confident as you sound in advising clients
thet they are essentidly home free on bundling

pricing where intellectud property isinvolved?

JONATHAN JACOBSON: The LePage's case,

whichever 9de you're on, isafairly extreme

case where theré's dso alot of evidence that
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what 3M was trying to do was basicaly put
private |abel tape out of business.

And the number of casesthat rise to
that leve of potentid antitrust defense again
aerdativey smdl.

My point is that the difficulty of
proving that the pricing bundle is sufficiently
coercive to withstand a clam given the expense
of bringing an antitrust case | think deters an
awful lot of plaintiffs, doesn't give you a
complete safety zone, but gives you a measure of
comfort that you can be -- achieve your business
objectives without an undue threet of being

hauled into court.
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Can lightning strike and you'll get
sued for these practices? Absolutely. It does
happen. It just doesn't happen that often.
MICHAEL KATZ: Let meask afind
question of the pandl, and it's whether people
make this digtinction or not. Some people
digtinguish between atie-in and atie-out, one

being the requirement that you purchase the
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product; if you want to get A from me, you aso
have to purchase B from me.

The other requirement isit that if
you want to buy A from me, you can't buy B from
anyone else.

And thereis certainly an intuition
that suggests that second one could be more of
aproblem, particularly if you think about
something like a package license where in the one
case you might say, look, you haveto buy dl if
you take our whole package it's alow price but
that gets us over transactions costs.

And, Joe Farrdl notwithgtanding, the
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margina cogs of throwing the extraintellectud
property is zero. Some peoplethink it isavery
different Stuation than when you say, okay, you
have to take our |P and guess what you haveto
agree not to use other people's.

| wonder if people make adistinction
there or not or you think that those -- either
you need symmetrical trestment or they both are

hard or does anyone on the pand want to jJump in
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on that?

TAD LIPSKY: | canjumpin. Mike, |
wouldn't say my thoughts have completely soun out
onthis. But | think the consderations are
somewhat different. In many respects the
guestion of whether to impose atie-out ought to
be addressed amost in terms of merger law.

If we don't want to creste distorted
incentives for downstream vertica integration,
we're going to have to appreciate that there are
alot of valid reesons why an intellectud

property owner would only want to enlist help.
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And whatever the purpose of the
license was, whatever the purpose of the sdle
was, be it digtribution or manufacturing or some
other complementary activity or some other
activity in the chain of commerce, if you will,
there are going to be alot of circumstances
where the intellectua property owner should be
entitled to in a sense the complete loyalty of
the partners -- of the other partner.

It'svery Smilar to the rationdes
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you find for exclusve deding in the ordinary
vertical context gpart from considerations of
intellectua property, dthough | think the
problems probably have a better relationship than
iswidely appreciated.

There are corner solutions. There are
Stuations where you're basicdly facing aLorain
Journd type of Stuation.

But there's dso one other important

problem that | think should at least be noted.

And that isthereisakind of schizophrenial
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think in the way that antitrust has tended to
treat these kinds of relationships and the use of
thiskind of restriction.

Fictureif you will agtuaion where
somebody has come up with ared breakthrough
innovation, something that is redly going to do
alot of competitive displacement in the
indugtry.

On the one hand efficiency seemsto
suggest that the intdllectud property ought to

be licensed to everybody, that the technology in
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a sense ought to take over the world.

But on the other hand if you go ahead
and get that solution, then you're going to have
cases like Microsoft where there are going to be
monopolization-type dlegations againg the
process of taking over the world.

But what's the dternative? You say,
well, haf theworld is dlowed to have this
intellectud property, and the other half is not

in the hopesit will preserve some potential
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competition and the opportunity to invent around.
And | remember when the Microsoft

casefirg garted | found mysdf standing on a
platform in Pao Alto arguing to an audience much
like this one that maybe what the government
ought to do is be forced to state at the outset

of the case, you know, will you require that some
of the hardware manufacturers be disabled from
licenang the Microsoft operating system to leave
them out there as a competitive fringe so that
they can take Appl€e's operating system or some

other future competitive operating system.
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| think thet is one of the problems
a the root of the question of the legdity of
tie-outs. And | don't know what the solution is,
but | think it's a problem that needs to be

thought abouit.

MICHAEL KATZ: Then wewill now take a

short break for about 15 minutes. And when we
come back, we will talk about patent extension.

(Recess.)
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MICHAEL KATZ: What we're going to
do up until noon for the remainder of this
morning's session istalk about patent extension.

And the format is going to be that
Rebecca Dick is going to make a presentation and
then David Sibley and Joe Farrdll are each going
to have some comments from economists
perspectives on these issues as well.

Rebecca practices antitrust law at
Swidler Berlin where she handles both merger and
civil conduct matters and specidizesin the
intersection between intellectud property and

antitrust.
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Prior to entering private practice
two years ago she served for twenty yearsin the
Antitrust Divison where she hed avariety of
positions including director of civil non-merger
enforcement. We're very pleased to have her
today. Rebecca?

REBECCA DICK: Thank you, Michadl.

I'm going to touch on a number of waysin which
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IP holders have tried to extend the vaue of
thar rights.
The varigty though isinfinite and
as David Sbley'stdk illustrated in terms of
long-term contracts, that's one way. There are
many, many others. But | would like to go
through some of the main categories at least.
The vaue of a patent or copyright can
decline for either of two reasons. Either its
term expires or new competitive | P becomes
avallable that diminishes any market power that
the earlier IP may have commanded.
Companies use avariety of techniques

to try to extend the useful life of their
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intellectud property. But their ability to
do thisisredly quite limited in most
circumstances.

Mogt patents and copyrights expire on
time effectively and passinto the public domain
or they are displaced even before that timein

the marketplace by newer and better innovations.
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But neverthel ess companies have
devised a number of schemesto try to extend the
useful life of ther IP. And some of the schemes
have been quite inventive. A number of them
redly are only applicable in a particular set of
circumstances, either a particular industry or a
particular regulatory scheme.

Oneisthe use of trade secrets which
has no term instead of a copyright or patent.
Oneisincentive sales schemes. I'll discussa
couple that have been the subject of litigation
recently. Another isredtrictions built ina
joint venture can limit the innovation from at
least certain other parties to the venture.

Package or poal licenses which welve
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discussed some this morning dready, acquidtions
under some circumstances, and Hatch-Waxman is a
sort of specidized area unto itsdf where
there's been particular problems.

And findly seeking legidation, which

has been popular recently. First we can look at
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trade secrets. It has no fixed term of course,
and it operates entirely outside the
patent/copyright regime.

This was thought to be true for many
years, and findly the Supreme Court said so
definitively in 1974. The benefit obvioudy of
relying on trade secret information is that
theré's no expiration of therightsaslong as
they are not disclosed into the public domain.

The Uniform Trade Secrets Act provides
some guidance about what congtitutes know-how and
how rights to it can be enforced. But there are
variations in the various state schemes and some
states haven't adopted the act in any form.

Coca-Colaisredly the firm that has

been able to use trade secrets as successfully as
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anyone. It has protected its secret formulafor
over a century through the use of trade secret
protection. But it has done so at the cost of
eternd vigilance redly to keep that formula

Secret.
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Very few other firms have been able to
protect their trade secrets to such an extent and
for such aperiod of time. Usualy the trade
secrets leak out into the public domain over
time. And this was the defendant's problemin
the Rilkington case,

Rilkington had once held patentson a
process for making flat glass. It was called the
float process. So you hear the case referred to
ether asthefloat glass case or the flat glass
case. Either way is correct.

During the life of the patent they st
up aworldwide licenang regime with exclusve
territories. Each licensee had a particular area
that was exclusvely theirsto practice the

patent.

The principa U.S. patents however on
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the process had expired by the early 1980s. And
nevertheless Ailkington continued to enforce
worldwide licensng schemes with exclusve

territories now based soldly on the licensing of
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know-how.

The Department of Justice in 1994
chdlenged this scheme. Interegtingly enough, it
did not dlege that the know-how was completely
gone, that there was no secret know-how that
Pilkington still held.

It did alege, however, that to the
extent secrets remained, they consisted of
engineering solutions with no subgtantid value
over equdly efficacious engineering
aternatives.

Essentidly the Department argued that
the scheme had become -- the licenaing of the
know-how had ssimply become a device for
implementing acartdl.

So one of the issues when you look at
apossibly anticompetitive use of trade secrets

iswhether or not trade secrets are genuine, is
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1 theclam that the trade secrets are being

2

3

licensed -- isthat redly a sham.

And then a second question certainly
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raised by the Filkington case is whether or not
you're going to ask is the strength of secrets
welghed againg the anticompetitive effects of
the licensing agreement.
Since the Rilkington case was settled,

thisissue wasn't litigated. Thereisno

precedent for this notion of weighing the
strength of the IP versus the competitive effects
of the licensng scheme.

There's no precedent for it in trade
secret law. There is some related precedent in
copyright law which can look under certain
circumstances to how thin or strong copyright
rights are.

And | think it's possible to develop
policy arguments both for and againgt the notion
that there should be such aweighing process.
It's hard to imagine how it would be done except

in extreme circumstances, and certainly how it
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could be predicted in terms of counseling

clients.
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But when you have a Stuation like the
Pilkington case where there were -- the markets
involved were enormous. The markets both for
congtructing the plantsto build the -- to
manufacture the glass and then the markets for
the glassitsdf, the markets were 600 million
and 15 billion respectively annudly.

To have an internationd cartel of
unlimited duration based on such flimsy IPis
certainly something that was a compstitive
concern. And | think you can certainly
understand why the Divison looked for away
to try to attack that.

Are there other Rilkington cases out
there, or isthisredly an unusud Stuation?

My own view isthat there are not alot of other
Filkington cases out there. | understand that
patent holders frequently try to insert
provisonsfor licenang of know-how in ther

proposed license agreements.
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But where the patent has dready
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expired its separate royalties for know-how are
amost dways dropped in the course of
negotiations over the agreements.

The next device I'd like to talk about
are incentive sales agreements. One of the cases
currently in litigation involving thisissueisa
lawsuit against Monsanto which has held the
patent on the active ingredient in the herbicide
Roundup which has been an enormoudy successful
product for them.

A competing herbicide company,
Chemicd Products Technologies, filed a lawsuit
dleging that in the waning months of the term of
the patent, Monsanto went around to distributors
who sdll most of the herbicides that are sold.
It's very hard to market adlegedly to users,
direct market to usersin this business.

So Monsanto is dleged to have gone
around to distributors and offered them volume
discount and rebate arrangements that spanned the

period of time from the last months of the life
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of the patent into the months and even years
beyond the expiration of the patent.

And dlegedly under the incentive

saes arrangements distributors could earn

credits depending on the volume of Roundup they
purchased. But they wouldn't actudly be paid

for the credits unless they continued to buy high
volumes &fter the expiration of the patent.

And if they falled to do so during the
post-patent period, they could actudly forfeit
some of the credits they had earned prior to
expiration.

There are elements of this case that
are reminiscent of the LaPage's versus 3M case
that was mentioned earlier this morning but with
sort of an IPtwigt. Thislitigaionisinits
early stages. Not much of the issues have been
addressed substantively by the court yet.

And of coursetheissue raised
directly by the case is does calculating atotal
discount based on purchases both pre-and post

expiration improperly extend the term of the
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patent.

And because the court has not begun to
addressthis, there are a number of factorsyou
can imagine the court weighing, the existence of
competing IP.

If Roundup was one of five affected
herbicides out there dl going around trying to
get deders loyaty, some kind of incentive
sdes arrangement like this might be of
sgnificantly less concern.

And then just weighing the amounts,
what isthe amount of pre-expiration credit
that's at risk if the post-expiration sdesfdl
below volume levels.

And what are those volume levels,
how large are they? And then are there any
effidendesin thislicensng scheme?
Presumably Monsanto will have astory to tell
there that it will present.

I'd like to talk next abouit joint
venture redtrictions. Of course joint ventures

frequently involve agreements between the parties
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to the venture that they will not compete against

the venture, that they will devote dl -- in the

areaof indudrid effort thet the joint venture

IS pursuing, that neither party to the venture

will independently compete againg it, thet its
undivided loydty will be devoted to the venture.

And non-compete agreements often

extend to IP that ether is dedicated to the

venture by one of the parties pre-existing IP or
| P that the venture may develop on its own.

But in a circumstance where the other
entity to the venture is a likely competitor, and
in an extreme case this could lead to competitive
problems, one of which isillugrated in the
Department's LSL Biotechnologies case.
There was ajoint venture aimed at

developing a new tomato with along shelf life.
The god was to develop atomato that could be
sold fresh in the markets in the wintertime thet
would taste alot better than the tasteless
rubber that's available now.

The joint venture developed such
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tomato, but the partnersin thisjoint venture
could not get dong and the venture dissolved.
But in the course of ther disputes with one
ancther during the brief life of the venture,
they signed a perpetua non-compete.
This was permanent. It had no term.
It continued post the termination of the joint
venture and then was going to continue forever.
The Department's complaint dleged
that the two former partners had divided the
world between them with each agreeing never to
engage in the development of any type of long
shdlf life tomato seeds for sale or usein the
other party's exclusve territory.

The agreement of this kind wasn't
necessary to protect againgt infringement because
you can do DNA testing of atomato and if one of
the former partners was marketing atomato that
the other suspected infringed on the joint
venture's | P they could test the tomato and get
a definitive answer about thelr suspicions.

And in any event the non-compete as
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written alegedly survives the expiration of the
patent on the joint venture's IP on the joint
venture's tomato.
The Department's complaint aleges

that the party that's foreclosed from sdling in
the United States, devel oping seeds for tomatoes
to be grown and sold in the United States, is one
of the firms worldwide most likely to develop an
effective product.

It isamarket in which there are very
few competitors, agreat ded of expertiseis
required, and the non-compete is having an actua
effect on competition today. The case has not
fared well in the courts however.

The Didrict Court in Arizona
dismissed the dlegations rdlating to the sdles
of seedsin the United States for failure to
properly alege the product in geographic
markets, athough the court did say that this
part of the case was dismissed without pregjudice
and the court observed that it was likely that

the Department could draft a complaint with
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appropriate market definitions.

The court dismissed with prgudice
the portion of the complaint that addressed the
agreement's restriction on development of seeds
for usein Mexico with the notion in the
complaint that the resulting tomatoes would
be imported into the United States.

And the court held that that provison
had no direct substantial and foreseeable effect
on competition on the sdes of tomatoes in the
United States citing the statutory standard.

The Department has now asked the court
to dismiss the entire case with prgudice so that
it can apped dthough it haan't definitively
sad it will apped. Presumably that'swhat's
coming next. And that motion is pending.

If you look at ajoint venture
agreement I'd like to emphasize that most of
these non-competes are going to be perfectly
legd. Oneissuethough to look at isisthe

competitive redriction redly ancillary.
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to effectuate the purposes of the joint venture.
Aretherelessredtrictive, effective
dternatives?
And isit gppropriate to weigh the
procompetitive effects of the venture againgt the
anticompetitive effects of the redtriction? Is
the venture very narrow in scope and the
restriction enormous in scope?
Turning now to package or pool
licenses, as has been mentioned, it can be avery
efficient meansfor trandferring IP rights. But
it can dso offer opportunitiesto extend IP
rights, vauable IP rights.

It can kind of disguise the important
IP among a number of patents and make it hard for
licensees to ather invent around or to determine
if the patent that they redlly need permission to
practice is about to expire.

One way in which a patent holder can

try to extend his patent's useful lifeisto
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incorporate in apool unnecessary but later

running patents. Assume a company obtainsa
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patent for a new product, develops standards for
that product, and licenses the rights fredly and
it becomes widdly used.

And then asthat company develops
standards for later generations of the product,
it incorporates newer patents that it ownswith
later expiration dates even though it could have
chosen dternative unpatented technology.

And the effect of thisisto
atificaly extend the period of time during
which it can earn roydties from the firms that
use its standardized products.

In the late 1990s the Department

issued a series of three Smilar busness review
letters relating to patent pools. And these
|etters addressed avariety of issues. But one
element of them was the Department approved the
use of an independent expert to verify the

essentidity of the patentsin the pool .
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address the problem because it examines only the
necessity of the patent for making the product as
the standard requires that it be made.

It doesn't ook at the underlying
design decison. But it does ensure that at
least the patents named in the pool are necessary
for making the product as designed.

Another way to use patent poolsisto
bundle -- as | mentioned &t the outset here, is
to bundle important IP with other patents and
then refuse to provide licensees with alist of
the covered products.

And thisis dleged in the Echostar
case agang Gemgtar which is currently pending.
It's one of severa pieces of litigation pending
between those two companies.

But Echogtar dlegesthat Gemstar has

many, many paents, some important, and many that
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are not, refusesto give licensees aligt of what
those patents are, and in fact even refuses to
tell licensees which Gemgar &ffiliate holds the

rights to particular patents.
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And Echogtar dleges that the

practica effect of thisis that licensees have

to expect to pay roydties forever because they

will never know when the patent that they redly

need has expired.

One quedtion in thiswhole arealis the
intractability of thisissueto litigation. Does
asking the questions about which patents are
included in apool redly involve courtsin

product and process design decisions that they

are not qudified to address? On the other hand,

does not asking create an unwarranted exemption?

| think one conclusion you can draw is
that as a practical matter courts are only going
to be willing to look & thiskind of issuein
farly extreme and rare Stuations because it

IS t0o some extent intractable in terms of the
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litigation process.

It's somewhat outside the scope of
thistalk, but severd of the casesI'm
mentioning here did involve in addition to the

other clams, clams that the defendant had
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acquired additional patents to augment or extend
rights over a particular process or product.
Acquistions of IP are generdly
treated like other acquigtions. If the H-S-R
levels are met and it's an exclusive license,
it'sH-SR reportable. And agencies will
consder what are the aternatives and the
likelihood that someone could enter the market
by inventing around.

Both the Gemdtar casethat | just
mentioned and the Biovail case which I'm going to
mention in amoment contain claims that there was
anticompetitive acquigtion of patents, in the
Echostar case alegedly a pattern of acquisitions
of alot of patents, and in the Biovall case

alegedly anticompetitive acquistion of asingle
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Strategic patent.

It's the gandard merger andysisif
the transaction risesto the leve that it's
reportable and if it involves IP for which there
are few subgtitutes, you define the market. You

look at competitive effects, and you look at the
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possihility or likelihood of entry.

One of theissues that's often raised
Isin terms of grantbacks. Does acquisition of
improvement patents enable the patent holder to
leverage expired core patentsinto control of
later generation product standards?

Agan | think thi